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KEY ECONOMIC [INDICATORS 


1985 1986 (Prel. 1987 *(Est.) 
Domestic Economy 
Population (year-end, millions) 78.9 é 82.9 
Population growth (% change p.a.) a5 
GDP in current U.S. dollars (billions) 1/ 146.9 
Per capita GDP, current U.S. dollars 1,855 
GNP in current U.S. dollars (billions) 1/ 138. 
Real GDP growth (% change D.a.) Zs 
Consumer Price Index (% change p.a.) 63. 
Money supply (M-1) (% change p.a.) Si. 
Production and Employment 
Labor force (year-end, millions) 233 
Unemployment (% of work force) 13, 
Real Industrial Production (% change p.a.) ; 
Gross fixed capital formation (% of GDP) 16. 
Govt. Financial deficit (% of GDP) 
Balance of Payments ($ billions) 
Exports (F.0.B.) 
Imports (F.0.B.) 
Trade balance 
Current-account balance 
Foreign direct investment 
Capital account 
Errors and omissions 
Foreign exchange reserves (end-of-period) 
Foreign debt (end-of-period) 
Debt/exports incl services 
Debt /GDP 
Int./exports incl services 
Int./coverage ratio 2/ 
Average controlled exchange rate 
Average free exchange rate 
Foreign Investment (Authorized $ billions) 
Total (cumulative) 
U.S. (cumulative) 
U.S. Share (percent) 
U.S.-Mexico Trade ($ art ) 3/ 
U.S. exports to Mexico (F.A.S.) ; os 
U.S. imports from Mexico (Cc. iE) ‘ avet 
Trade balance -5.2 
U.S. share of Mexican exports ($%) ; 61.7 
U.S. share of Mexican imports (%) ; 67.3 
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Principal U.S. Exports (1986): Auto parts, electronic tubes, electrical switches, office 
machinery components, soybeans. 


Principal U.S. imports (1986): Crude petroleum, automobile engines, coffee, other automotive 
parts. 


1/ At average "free rate" for year; decline overstated in dollar terms. 
2/ Current account-interest payments/interest payments. 
3/ Based on U.S. data. 


* Projected full-year 1987, except for all data under the balance of payments and 
U.S.-Mexico trade, which are actual first half 1987 and first quarter 1987 results, 
respectively. 





CONTENTS 


KEY ECONOMIC INDICATORS 


I. SUMMARY AND OVERVIEW 


II. FIRST HALF 1987: RECENT DEVELOPMENTS 


A. 


Production and Employment. Economic activity 
declined an estimated 1.5 percent, compared to a fall 
of 3.8 percent in 1986; employment picked up slightly. 


Public Finances. The public sector financial deficit 
remained high (15 percent of GDP) despite cutbacks in 
noninterest expenditures. 
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I. Summary and Overview 


International reserves at Mexico’s central bank rose to a 
record-high $13.7 billion (sufficient to cover 9 months’ worth 
of imports and interest payments) by the end of June 1987. 

Four favorable trends were behind this unprecedented reserve 
growth: oil exports recovered as prices for Mexican oil in the 
international market averaged over $16 a barrel (versus the $12 
dollars per barrel projected); non-oil exports, tourism, and 
maquiladora (in-bond) industries continued to perform well, 
spurred by a competitive margin of peso undervaluation; new 
money under Mexico’s long-delayed financial package began to be 
disbursed in late April; and significant amounts of private 
capital were repatriated. Monetary authorities tried to keep 
rapid reserve accumulation from causing excessive inflationary 


pressures by sharply reducing central bank credit to the public 
sector. 


Led by the export and import-substituting sectors, domestic 
economic activity showed signs of recovery beginning in the 
first quarter of the year, but by September consumer price 
inflation had accelerated to over 135 percent and producer 
price inflation to over 150 percent while the public sector 
financial deficit stood at about 15 percent of GDP. Although 
domestic interest rates declined modestly, rising interest 
expenditures continued to boost public sector outlays, the 
deficit, and internal debt. Rising financial savings in the 
economy enabled the government to finance its deficit through 
Treasury bill sales and loans from the banking system. 
Nevertheless, heavy government borrowing continued to crowd out 


the private sector until mid-year when credit conditions began 
to loosen up. 


New borrowings under Mexico’s external financial package lifted 
the country’s external debt to $105.4 billion at mid-year, but 
declining interest payments (down 12 percent) and rising 
current account earnings (up 26 percent) reduced the debt 
service burden significantly. Mexico’s debt/equity swap 
program helped boost net new flows of foreign direct investment 
to $817 million in the first half of the year. 


In order to combat inflation, Mexican authorities reduced the 
rate of peso devaluation, lowered interest rates, and acceler- 
ated trade liberalization in the second quarter of 1987. In 
1988, they plan to increase public sector investments 
selectively (and reduce non-interest current expenditures), 
promote non-oil exports, tourism and in-bond industries, and 
strengthen internal demand. As part of their commitment to 
structural reforms, Mexican authorities also plan to maintain 
incentives to export- and import-competing industries and to 
reduce the size and increase the efficiency of the parastatal 
sector. 





II. First Half 1987: Recent Developments 


A. Production and Employment. Economic activity fell sharply 
in the fourth quarter of 1986 and continued to decline in the 
first half of 1987 but at a slower rate. Real GDP fell 3.8 
percent in 1986 and an estimated 1.5 percent in the first half 
of 1987. Industrial production declined 5.3 percent in 1986 
but the rate of decline slowed to 1.4 percent in the first half 
of this year. 


Boosted by recovery in international oil prices, the mining 
sector--led by petroleum--abruptly reversed its decline in 
January and grew 5.8 percent in the first half of 1987 versus 
the first half of 1986. The industrial pick-up appeared 
broad-based: petrochemicals, beer, cement, and car engines 
recovered impressively (see Table 1). Manufacturing output 
with links to the export and import-substitute market 
(nondurables and intermediate goods) continued to benefit from 
peso undervaluation, and by mid-year many sectors were 
registering positive growth. Economic activity linked 
primarily to the internal market (consumer durables, capital 
goods, and construction) continued to be depressed by weak 
domestic demand (see Table\2) although there were signs of 
improvement during the third quarter. Real internal demand now 
seems to be recovering as credit costs fall, public investment 
picks up, and purchasing power strengthens in the wake of 
upward adjustments in minimum and other wages in July and 
October. These developments are expected to boost con- 
struction, capital goods, and building materials as well as 
consumer durables and services during 1988. 


One result of the modest improvement in economic activity in 
the first half of this year was an increase of almost 200,000 
in the number of new workers registered in the Mexican Social 
Security System. The hiring was broad-based: 72,000 in manu- 
facturing, 53,000 in construction, and 32,000 in services, 
among others. Nevertheless, with many more new workers seeking 
jobs (at least 800,000 per year) than new jobs being created 
(about 200,000 per year), unemployment remained high-- 
approximately 18 percent of the economically active 

population. A Bank of Mexcio mid-year survey of business 
opinion indicated much of the private sector believes the 
economy indeed hit bottom in 1986 and is on its way up. Of 
those surveyed, 40 percent expects the business climate will 
improve and 50 percent expects profits will improve in the 
second half of 1987. Employment may not benefit immediately, 
however. Of those surveyed, only 22 percent expects to 
increase capacity utilization and only 30 percent plans to 
boost investment. Gross fixed investment, which declined 12.7 
percent in 1986 and 9.7 percent in the first half of 1987, will 
probably continue to lag economic recovery (see Table 3). Even 
so, imported machinery and equipment is likely to reverse its 
steep decline as the government spends more on imported capital 
goods and as trade liberalization clears the way for increased 
private sector purchases abroad. 





Table 1 
Industrial Production, 1986-1987 


(Percent Change) 1/ 


First Half 
1987 


General Index (1970 = 100) 
Mining 
Manufacturing 
Construction 
Electricity 
Petroleum 
Selected Sub-Indexes 
Beer 
Hydrocarbon Extraction 
Petroleum Refining 
Basic Petrochemicals 
Cement -4.6 
Iron 1.6 
Steel -1.5 
Cars and Trucks -27.9 
Car Engines -1.2 
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1/ Percent change in average index for period relative to 
average index for same period in prior year. 


Table 2 


Manufacturing, 1986-1987 
(Percent Change) 1/ 


First Half 
1987 


General Index a -2.1 
Consumer Goods -2.5 
Durables -5.5 
Nondurahkles . -1.9 
Intermediate Goods -1.1 
Capital Goods -7.9 


1/ Percent change in average index for period relative to 
average index for same period in prior year. 





Table 3 
Gross Fixed Investment, 1986-1987 
(Percent Change) 1/ 


First Half 
1986 1987 


General Index -32.57 ~9.7 
Construction -12.6 -5.5 
Domestic Machinery and Equipment -12.9 -7.9 
Imported Machinery and Equipment 12.7 -30.2 


1/ Percent change in average index for period relative to 
average index for same period in prior years. 


B. Public Finances. The public sector financial deficit rose 
to 9.8 trillion pesos (an estimated 14.5 percent of GDP) for 
the first half of 1987, a real increase of just under 15 
percent over the first half of 1986 but well within the IMF 
mid-year target of 12.98 trillion pesos (see Table 4). (All 
growth figures cited below are in real terms.) Rising interest 
payments on internal and, to a lesser extent, on external debt 
more than offset increased oil income and trimming of 
non-interest outlays. The primary balance, which excludes all 
interest payments from government expenditures, and which is a 
measure of government belt-tightening, was an estimated surplus 
of 5 trillion pesos (about 7.4 percent of GDP), versus an IMF 
target of 2.77 trillion pesos. 


Bolstered by international oil prices that averaged $16.20 per 
barrel instead of the $12 per barrel budgeted, oil export 
earnings jumped 22 percent in the first half of 1987 over the 
first half of 1986. Stronger oil exports boosted overall 
revenues from the petroleum sector by 4.5 percent and compen- 
sated for weak internal oil sales and falling oil tax 
revenues. Non-oil revenues declined 5.3 percent despite 
improved on-budget parastatal revenues, which rose 7.4 percent 
as a result of increases in public sector prices above the rate 
of inflation. Income tax revenues declined 12 percent: 
corporate tax revenues fell 2.7 percent and individual tax 
revenues 17.1 percent. Even so, corporate taxes accounted for 
45 percent of total income tax revenues in the first half of 
this year compared to 40 percent in 1986, a sign of stricter 
enforcement in the wake of tax reform in 1986. 


The Mexican Government has been making a concerted effort to 
cut the public sector deficit, but rising interest payments 
have complicated the task. Noninterest public expenditures 
declined 10.4 percent in the first half of 1987 versus the 
first half of 1986. Government consumption expenditures were 





down 8.9 percent: wages and salaries fell 6.1 percent, 
purchases of goods and services 11.4 percent, and revenue- 
sharing 6.6 percent. At the same time, current transfers 
declined 8.4 percent. By contrast, interest expenditures 
climbed almost 23 percent and by an estimated 4 percentage 
points in relation to GDP. Continued high inflation kept 
interest rates and interest payments on the country’s 35 
trillion peso internal debt higher than budgeted while the peso 
value of dollar interest payments was magnified by the 
continued depreciation of the exchange rate. Rising interest 
outlays pushed the public sector current balance strongly into 
deficit and further cutbacks in capital expenditures could not 
prevent a large overall public sector deficit. 


Coordinated interest rate and exchange rate policies that 
promoted positive real returns to savings in Mexico during most 
of the first half of 1987 served to mobilize domestic and 
foreign-held resources to help meet the public sector’s 
borrowing requirements. As a result, the central bank’s share 
of outstanding government debt fell from 36 percent to 23 
percent (primarily because central bank credit to the 
government was sharply reduced). At the same time, the share 
of outstanding government debt in the form of securities held 
by individuals and the banking system rose from 34 to 43 
percent. Finally, the share of outstanding government debt in 
the form of commercial and development bank lending to the 
public sector rose from 30 to 34 percent. 


C. Inflation. Consumer prices rose 135.2 percent and producer 
prices 153.3 percent in the 12 months ending in September 1987 
(see Table 5 for detailed figures through July). This compares 
with increases of 105.7 percent and 102.3 percent, 
respectively, for the year ending in December 1986. The 
acceleration in the rate of inflation in Mexico has been 
associated with a number of factors. 


The continued depreciation of the nominal exchange rate 
(even though the peso has appreciated in real terms). 


On-going government efforts to reduce public sector 
subsidies by increasing prices for public sector goods and 
services, particularly gasoline prices. 


Rises in the prices of other price-controlled basic 
commodities such as milk, eggs, sugar, bread, and 
tortillas. 


More frequent increases in the minimum wage. 


High domestic interest rates, which have kept borrowing 
costs expensive. 


Marked increases in the monetary aggregates (especially 
M-3) caused in part by large amounts of foreign exchange 
flowing into the country. 





Table 4 
Public Finances, 1986-1987 
(Billions of Pesos) 


Percent Real 
Percent Jan.-June GDP Percent 
1986 GDP 1986 1987 (Est. ) Change 


I. Current 

Revenue 24,082.4 : LO, (063.3  22,/424.6 S2s 
A. Oil 9,006.7 ‘ ee 8,835.5 i323. 
B. Non-Oil 15,075.7 “ 6,333.7 13,589.13 39: 


II. Current 


Exp. 31,278.53 re 12;342.5 26,367.13 ihe 
A. Government 


Consum. 14,525.9 ‘ 5,734.2 11,89396.6 
Current 

Transf. 2,031.28 ‘ 696.9 1,446.4 
Interest 12,974.1 ‘ 5,054.0 34,096: 2 
Other 1,746.7 ‘ 627.4 1,047.9 


Current 
Balance 
(I - ITI) -7,196.1 


Capital 
Exp. ~3,652:5 


Financial 
Inter- 
mediation -880.8 ‘ -211.1 -974. 


Adjust- 
ment 1/ =956:.:2 = =O17 3 =25 7) 5 =). 


VII. Financial 
Deficit -12 ,688.6 -16.3 “3,781.1 9,647.6 =-14.5 14.9 


1/ Foreign exchange losses, other financing charges, and 
deficits of miscellaneous public enterprises. 





Inflationary expectations, which have induced many private 


sector companies to price aggressively in order to 
maintain profit margins. 


Supply side rigidities in certain sectors of the economy, 


particularly those which have been heavily protected in 
the past. 


In order to deal with these problems, government economic 
authorities have adopted a multi-pronged strategy to gradually 
bring down the rate of inflation. The strategy includes a 
gradual ratcheting-down of interest rates, continued modest 
appreciation of the peso in real terms, accelerated trade 
liberalization, further efforts to cut current public sector 
expenditures, and measures to absorb excess liquidity in the 


economy while ensuring sufficient credit availability to the 
private sector. 


Table 5 
Consumer and Producer Price Indices, 1987 1/ 
(Percent Change) 


CPI 


General Index 133.4 General Index 
Food 130.9 Agroindustry 
Clothing 128.1 Mining 
Housing 92.9 Petroleum 
Household Items 144.7 Machinery and Equipment 
Health Care 156.1 Food 
Transportation 171.2 Chemicals 
Education 133.9 Construction 
Other Services 1298.4 Electricity 


1/ Accumulated, July 1986-July 1987. 


During the first 9 months of 1987, the minimum wage in Mexico 
was adjusted upward three times (23 percent in January, 20 
percent in April, and 23 percent in July) for a cumulative 
total of 81 percent. Even so, inflation during this period was 
93 percent so the minimum wage continued to decline somewhat in 
real terms. A further 25 percent minimum wage hike went into 
effect on October 1. At present, the minimum wage in Mexico 
City is 5,626 pesos per day ($3.50). Although minimum wage 
continues to lag inflation, Mexican authorities view reducing 
the gap as critical to gradually strengthening internal demand 
in the months ahead. Table 6 shows cumulative inflation and 
minimum wage adjustments since mid 1986. 





Table 6 
Price and Wage Trends, 1986-1987 


Last 12 Months 
CPI Minimum Wage 


July 1986 85.8 66.5 
August 92.3 66.5 
September 96.4 66.5 
October 99.6 1602.5 
November 103.7 102.5 
December 105.7 102.5 


January 1987 104.4 86.2 
February 109.7 87.1 
March 443.26 87.1 
April i20.7 124.5 
May 124.9 124.5 
June 126.6 79.5 
July 133.4 120.8 
August 133.9 120.8 
September 135.2 120.8 


1987 Average Laes9 105.7 


D. Monetary and Financial Policies. As in 1986, growth of the 
monetary base (currency plus deposits in the banking system) 
and the narrow measure of money (M-1) lagged inflation in the 
first half of 1987, but the broader measures of money (M-3, 
which includes liquid savings deposits, and M-5, which also 
includes government Treasury bills and other financial assets) 
began to grow markedly faster than inflation in the first 
quarter of 1987 (see Table 7). The gap between M-1 growth 
(97.8 percent) and M-5 growth (154 percent) for the year ending 
in July reflected much greater reliance by the government on 
sales of Treasury bills to firms and individuals to finance the 
burgeoning public sector deficit as well as a large inflow of 
money from abroad into short-term savings deposits. It also 
reflected a major effort by monetary authorities to absorb 
(sterilize) the pesos generated by unprecedented capital 
inflows through issuance of government securities (mainly 
28-day and 91-day Treasury bills) and simultaneous reduction in 
net credit from the central bank. 


The rapid growth of the larger monetary aggregates demonstrated 
the growing popularity of Mexican financial instruments with 
market-determined yields such as Bankers’ Acceptances, 
Commercial Paper, and a variety of liquid savings deposits. 
Government Treasury bills and other money market instruments 
became attractive investments for domestic and foreign savers 
alike when returns adjusted for both domestic inflation and 
peso devaluation turned strongly positive in the second half of 
1986 and the first quarter of 1987. Nevertheless, as part of 
its fight against inflation and to take advantage of extra- 
ordinary liquidity in the economy, monetary authorities began 





a3 


easing interest rates down in the second quarter of this year 
even though inflation continued to accelerate. Thus, real 
effective annual yields on most fixed savings instruments have 
fallen markedly in recent months. 


In addition to relying more on Treasury bill sales to the 
public to finance the deficit and soak up excess liquidity, 
monetary authorities held commercial and development banks’ 
marginal reserve requirements at 71 percent and mandatory 
financing to the federal government at 58 percent of new 
deposits during the first half of 1987. In early August, 
however, marginal reserve requirements were reduced to 51 
percent and mandatory financing to the federal government to 35 
percent of new deposits. As a result, private firms have begun 
to borrow more from Mexican commercial banks in recent months 
and are expected to borrow even more as the economy picks up. 
The federal government, by contrast, while continuing to rely 
on Treasury bill issues, will most likely turn increasingly to 
foreign borrowing to finance its deficit in coming months. 


Table 7 
Selected Financial Indicators 


Interest 


MB a/ M-1 a/ M-3 a/ -5 a/ CPI Rates b/ 


1985 4743 50.8 33.6 48.0 63.7 65.66 
I 36.7 weeo 106.3 59.7 58.4 49.36 
II 30.2 56.8 76.9 56.2 53.4 59.92 
III 22.6 65.0: 44.3 59.5 57.6 60.98 
IV 17.5 50.8 33.6 48.0 63.7 65.66 


1986 47.7 64.4 62.6 100.6 105.7 95.33 
I 25.9 53.9 17.4 51.1 67.6 71.79 
II 27.5 50.8 10.0 60.7 83.2 76.97 
III 27.9 42.7 31.8 70.2 96.4 87.72 
IV 47.7 64.4 62.6 100.6 105.7 95.33 


1987c/ 68.6 97.8 165.2 154.0 135.2 91.02 
I “93 71.5 88.4 129.0 113.6 96.25 
II 51.1 94.5 156.1 146.8 126.6 93.76 
III 68.6d/ 97.8G/  165.2d/ 154.0d/ 135.2e/ 91.02e/ 


a/ Percent change, end-of-period over same period in prior 
year. 

b/ Commercial banks’ average cost of raising funds. 

c/ The latest period for which data are available. 

a/ To July 31. 

e/ To September 31. 
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E. Financial Markets. The total value of trading in Mexico’s 
money and capital markets during the first 8 months of 1987 was 
more than 175 trillion pesos (about $145 billion, compared to 
$123 billion for all of last year). By far the most placements 
were in short-term money market instruments--government 
Treasury bills, Bankers’ Acceptances and Commercial Paper--and 
the rest in long-term capital market instruments--stocks, 
long-term private and public sector obligations, petrobonds and 
other bonds. 


Some 26 stockbrokerage firms operate over 50 fixed- and 
variable-income mutual funds and several recently authorized 
venture capital funds. Foreigners are permitted to invest in 
any mutual or venture capital fund as well as in Series B 
stocks of some 75 listed companies, in commercial paper, and in 
debentures. Three Mexican companies--TELMEX, TAMSA, and 
CIFRA--have issued American Depository Receipts and are 
registered in the U.S. over-the-counter market. 


Though still minute compared to the money market, Mexico’s 
stock market commanded world attention again in 1987 as in 
1986. The stock market index rose 629 percent in peso terms (a 
278 percent gain after inflation) and 327 percent in dollar 
terms in the first 9 months of this year, the best-performing 
index in the world for that period. Extraordinary demand for a- 
limited (but steadily growing) supply of floating shares has 
been behind the rise in stock prices. Demand has been fueled 
by, on the one hand, tremendous liquidity stemming in part from 
capital repatriation, and, on the other hand, expectations of 
improved profits in 1987 and 1988 as economic recovery 
strengthens and as some firms capitalize liabilities. At the 
same time, the market’s average price earnings (P/E) and 
price/book value (P/BV) ratios have not been high by inter- 
national standards despite the remarkable growth of the market 
over the past year. The average market P/E ratio was 9.6 times 
and the average P/BV ratio .9 for recorded earnings for 1986; 
the average P/E is expected to rise to approximately 20 times 
and P/BV to 3 for 1987. 


An estimated 500 to 700 billion pesos in new capital was raised 
through primary and secondary stock issues in the first 8 
months of this year, and total market capitalization rose from 
less than $10 billion in 1986 to over $30 billion at the end of 
September 1987. The number of accounts at brokerage houses 


rose from less than 150,000 to over 600,000 over the same 
period. 


F. Exchange Rate. Mexico now has three exchange rates which 
usually change daily. The controlled exchange rate is fixed 
each day by a special interagency committee at the Bank of 
Mexico. It applies to most exports and imports and debt 
payments. The official free rate is also set by the Mexican 
authorities each day and is the rate commercial banks use to 
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buy and sell dollars. The private free rate is the rate 
offered at the exchange houses. The government has kept the 
difference between the three exchange rates to below 1 per- 
cent for most of 1987. 


The controlled (dollar purchase) exchange rate slid 69.4 
percent during January-September 1987 while the U.S.-Mexico 
inflation differential widened to 86.2 percent, for real peso 
appreciation of 9 percent against the U.S. dollar over the 
period. The Bank of Mexico’s real exchange rate index (which 
measures changes in the real value of the peso against a broad 
range of third country currencies) showed real peso 
appreciation of 1.9 percent in the first half of 1987. The 
free exchange rate in banks dropped 71 percent, slightly more 
than the controlled rate, during January-September 1987. 


G. Balance of Payments. A current account surplus of $3.1 
billion and net capital inflows of $3.6 billion combined to 
boost the central bank’s gross international reserves to $13.7 
billion (sufficient to cover 9 months’ worth of imports and 
interest payments) by mid-1987, up from $6.7 billion (4 months’ 
coverage of imports and interest) at the end of 1986. 
Merchandise exports rose 31 percent in the first half of 1987 
versus the first half of 1986: crude petroleum exports rose 
43.1 percent and non-petroleum exports 26.4 percent. 
Merchandise imports dropped 10 percent as internal demand 
remained depressed. Imports of consumer goods fell 21.5 
percent and capital goods 26.3 percent. Through June the 
country’s trade surplus rose to $4.8 billion, an increase of 
172.5 percent over the same period a year earlier. In 
services, net tourism receipts grew 38.9 percent and in-bond 
industry receipts 13.7 percent while interest payments dropped 


to $3.9 billion from $4.4 billion during the first 6 months of 
1986. 


Mexico’s capital account surplus totaled $3.6 billion in the 
first half of the year. Foreign direct investment reached 
$816.8 million, of which $646.6 million represented new invest- 
ment, $100 million reinvestments, and $70 million intracompany 
investments. Public sector debt/equity swaps accounted for 
over half of the increase in foreign investment. Net new 
long-term public borrowing amounted to almost $3 billion, 
mostly in the second quarter of the year, following the signing 
of Mexico’s financing package in April. The private sector 
amortized a net of $529.6 million in the first half of the 
year, some of which represented debt capitalizations between 
foreign parent companies/creditors and Mexican subsidiaries/ 
debtors. 


Petroleum exports (crude and derivatives) rose 38.1 percent and 
represented 41.8 percent of merchandise exports during January- 
July, up slightly from last year, but still well below the 
figures for the 1983-85 period when petroleum exports averaged 
70 percent of total exports. Agricultural sector exports 





16 


dropped 22.3 percent, primarily because of declines in world 
prices for cotton, coffee, and tomatoes. By contrast, manu- 
facturing exports rose 46 percent and represented almost half 
of merchandise exports, up from 41 percent in the first half of 
and an average of about 20 percent in 1983-1985. Every area of 
manufacturing exports showed growth: food processing (43 
percent); chemicals (30 percent); steel (41 percent); and metal 
products, machinery and equipment (52 percent). Nevertheless, 
crude petroleum remained Mexico’s principal merchandise export 
($3.9 billion), followed by automobile engines ($682 million), 
cars ($571 million), coffee ($333 million), automobile parts 
($242 million), silver bars ($174 million), vegetables ($173 
million), tomatoes ($164 million), and frozen shrimp ($157 
million). 


Foreign tourist expenditures in Mexico reached $1.3 billion in 
the first half of 1987 while Mexican tourists spent $305 
million abroad during the same period. Net tourist income of 
$983 million was 39 percent higher than a year earlier, and 
tourism replaced in-bond industries as the country’s second 
largest source of foreign exchange after crude oil. The number 
of tourists visiting Mexico increased 20 percent in the first 
half of 1987. They spent an average of $46.60 per day (20 
percent more than the 1986 average) and stayed an average of 10 
days (about the same as in 1986). The number of Mexican 
tourists traveling abroad increased 14 percent in the first 
half of 1987 (mainly in the second quarter). 


H. External Debt. Mexico drew down $3.5 billion in new funds 
from commercial banks at the end of April 1987 upon the signing 
of its long-delayed financing package, but it used $500 million 
of these funds to make the final principal payment on a $1.6 
billion bridge loan arranged by foreign central and commercial 
banks in 1986. Total public external debt (excluding IMF debt 
and debts of the nationalized banks) rose to $79.3 billion at 
the end of June, up from $75.4 billion at the end of 1986. 

Over $1 billion of the increase represented not new funding 
available to the country but rather rising dollar values of 
European and Japanese currency-denominated debt. At the end of 
March 1987, 86 percent of Mexico’s public external debt was 
denominated in U.S. dollars, 8.3 percent in European currencies 
(including ECU’s - European Community Units, a weighted basket 
currency used for denominational purposes by the EC), and 5.2 
percent in Japanese yen. Interest on public external debt was 


$2.9 billion and principal $3.5 billion for the first half of 
1987. 


Total external debt reached an estimated $105.4 billion in the 
first half of 1987, a real increase of 1.3 percent since the 
end of last year. Total external interest payments were $3.9 
billion, which represented 66 percent of non-oil exports, 38 
percent of merchandise exports and 26 percent of exports of 
goods and services. Mexico’s total external debt is expected 





Current Account 
Balance 


Merchandise Trade 
Balance 
1. Exports 
2. Imports 
B. Tourism (Net) 
Cc. In-Bond 


Table 8 
Mexico’s Balance of Payments 


(U.S. Dollar Millions) 


1986 


-1,270.4 


4,598.6 
16,031.0 
11,432.4 
2,271.5 
1,285.1 


D. Frontier Transactions 


(Net) 
E. Interest Payments 
F. Other 


II. Capital Account 
Balance 


A. Foreign Direct 
Investment 


B. Total Indebtedness 
1. Public Sector 
(a) Short-term 
(b) Long-term 
(c) Debt-equity 

swaps 1/ 
2. Private sector 
(a) Short-term 
(b) Long-term 


C. Other Capital 


III. Errors and 


Omissions 


IV. Reserve Change 2/ 


-301.4 
-8,342.7 
318.5 


2,270.5 


905.5 


250.2 
1,694.6 
814.9 
1,242.9 


-363.2 
-1,444.4 
-966.9 
-477.5 


1,114.8 


-210.3 


789.8 


Jan.- 
June 
1986 


-1,144.2 


1,746.5 
7,776.6 
6,030.1 
707.5 
649.1 


-122.5 


-4,386.5 
261.7 


576.6 


323.5 


-1,068.3 
-296.9 
-155.8 

-85.3 


-55.8 
=7Fas2 
-564.4 
-206.9 


1,321.4 


-857.2 


-1,424.8 


Jan.- 
June 
1987 


3,122.4 


4,760.0 
10,187.5 
5,427.5 
982.8 
738.3 


-139.6 


-3,854.9 
635.8 


3,584.4 


816.8 


2,959.8 
3,489.4 

-586.4 
4,527.4 


-451.6 
-529.6 

-27.0 
-502.6 


-192.2 


90.6 


6,797.4 


1/ Public Debt/Equity Swap Liability Reductions. 
2/ Includes demonetization of gold and silver and valuation 
adjustments. 


Percent 
Change 


1986/1987 


N/A 


172.5 
31.0 
-10.0 
38.9 


N/A 
N/A 
709.3 
-31.4 
-95.2 
142.9 


N/A 


N/A 


N/A 
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to reach $108 billion by the end of the year (including 
increases in the dollar value of European and Japanese 
currency-denominated debt). Mexican authorities expect to draw 
about $5 billion from foreign commercial banks, a net $1.3 
billion from the World Bank and the Inter-American Development 
Bank, and a net $500 million from the IMF (see Table 9). 


Table 9 
Mexico’s External Debt 
(U.S. $ Billions) 


1987 (Est.) 
Public Sector 87.0 


By creditor: 
Commercial Banks 
IBRD/IDB 
IMF 
Other 


B. Mexican Banks 
Cc. Private Sector 
D. Total (A + B + C) £014 108.0 


I. Parastatal Sector. In the last 6 months, the Mexican 
Government continued to carry out its program to reduce the 
number of parastatals through sale, liquidation, merger or 
transfer to state governments. An important privatization 
effort was the sell-off to the public of 34 percent of the 
shares of 13 of Mexico’s nationalized commercial banks between 
February and June. Notable among other sales was that of 
Compania Industrial de Atenquique, a paper producer, for 54 
billion pesos in July. Nevertheless, problems with that sale 
appear to have delayed announced plans to sell 14 state-owned 
sugar mills to the Mexican private sector. In addition, the 
sale of Mexicana Airlines, for which bidding closed at the end 
of July, has been delayed for several months while the 
government studies the bids that were received. The Mexican 
Government has announced its intention to reduce the number of 
parastatals from 1,155 at the start of the de la Madrid 
Administration to about 500 by the end of the President’s term 
in 1988. Data on progress toward that goal have not been 
published, however. Subsidies to the parastatals are 
continuing to decline in real terms. 


J. Outlook for 1987-1988. In his fifth annual address to the 
nation on September 1, President de la Madrid said he will stay 
the course with Mexico’s current macroeconomic policies and 
structural reforms. He outlined four principal sources of 
renewed growth: non-oil exports, strengthening internal demand 
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(resulting from both efficient import-substitution and rises in 
domestic employment and salaries), new investment opportunities 


for the private sector, and a reactivation of public sector 
investment. 


The President also restated his twofold commitment to economic 
reordering and structural change. Mexican authorities plan to 
continue to exercise fiscal restraint, to bring down domestic 
interest rates, and to continue to allow the exchange rate and 
public sector prices to rise while, at the same time, 
accelerating the opening of the economy in order to make 
domestic industry more competitive. Furthermore, they plan to 
go forward with both divestiture of and reductions of transfers 
to parastatalis. Recent and proposed tax reforms aim to 
encourage equity over debt finance, counteract the negative 
effects of inflation on government revenues, and more strictly 
enforce tax collections. Finally, the government intends to 
intensify trade liberalization efforts. Import permits and 
official reference prices are to be phased out and maximum 
tariff rates reduced to 30 percent by 1988. Mexican 
authorities believe the gradual approach--a steady ratcheting 
down of inflation and the budget deficit combined with strean- 
lining of the public sector and opening of the economy--will 
lead to a “soft landing" in 1989. 


Table 10 shows the Mexican authorities’ latest macroeconomic 
projections, together with the projections made in late 1986. 


Table 10 
Macroeconomic Projections for 1987 


Most 


GDP 


Original 
Projections 


(Nov. 1986) 


a3 


Recent 
Projections 


(Aug. 1987) 


4°1.5 


Consumer price inflation 70-80 130-140 
Public sector financial 

deficit 13.8 16.6 
Costo Promedio 

Porcentual (CPP) 1/ 54-64 85-90 
Exchange rate 

(controlled) 1,650 1,906.8 
Gross international 


reserves 7,900 


Petroleum export price 


(dollars) 


Nonpetroleum exports 


Imports 


12 
10,500 
14,700 


16,900 


16 
12,000 
13,500 


Current account -3,900 +3,000-4,000 


1/ Average cost of attracting time deposits into the 
banking systen. 
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III. Foreign Investment and the Debt/Equity Swap Program 


According to the National Foreign Investment Commission (NFIC), 
the value of new foreign investment authorized in Mexico is 
expected to reach $2.4 billion in 1987, about the same as in 
1986. Not all authorized investment actually flows into the 
country, however. Total inflows of direct investment recorded 
in the balance of payments was $816.8 million in the first half 
and will be an estimated $1.6 to $2.0 billion for all of 1987, 
versus $905.5 million in 1986. The jump in new investment is 
largely a function of rapid growth in debt/equity swap trans- 
actions (see below). 


The Mexican Government estimates that total authorized foreign 
investment at the end of 1987 will be $19.5 billion, an 
increase of 89 per- cent over 1982 when the current 
administration took office. Some 78 percent of foreign 
investment is in manufacturing, 28 percent in service 
industries and commerce, and about 2 percent in mining. The 
United States is the leading source of foreign investment with 
63 percent of the total, followed by West Germany, Switzerland, 
and Japan. 


Mexican foreign investment laws reserve certain economic 
sectors to the government, others to Mexican nationals, and 
generally limit foreign ownership to 49 percent. Exceptions to 
the latter rule must be approved on a case-by-case basis by the 
NFIC, based on such factors as export orientation and tech- 
nology transfer. Under NFIC General Resolution No. 2 to the 
Foreign Investment Law, in-bond plants (maquiladoras) may be 
100 percent foreign owned. 


The NFIC has made a number of improvements in the processing 
and treatment of applications in recent years. It must now 
respond to applications within 30 working days of receipt. It 
no longer requires approval for certain plant or office 
expansions or for the transfer of shares among foreigners for 
existing operations of foreign firms in Mexico. It has 
introduced the concept of "neutral capital," whereby risk 
capital provided by a Mexican Government recognized 
international fund will not count as foreign capital. It has 
streamlined procedures for foreign investments by small- and 
medium-sized U.S. firms. 


Partly in response to Mexico’s $100 billion foreign debt but 
mainly to attract foreign investment, the government instituted 
a program of debt/equity substitution in May 1986. Under this 
program, a foreign investor can purchase Mexican public sector 
foreign debt at a discount (recently of as much as 50 percent) 
and tender it to the Mexican Government in return for its face 
value in pesos at a variable discount, usually around 10 
percent, based on the nature of the proposed investment. (A 
tax of 0.25 percent is also levied.) The investor can then use 
these funds to make a new investment, increase equity in an 
existing firm, or retire debt of an existing company. [In its 
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first 7 months, the debt/equity substitution program together 
with straight debt capitalizations by private companies yielded 
over $1 billion in new investment, almost 48 percent of total 
new investment registered and authorized. In the next few 
months, the regulations are expected to be modified to allow 
Mexican investors with assets abroad to participate in the 
program. 


IV. Petroleum Sector 


The Mexican economy remains heavily dependent on petroleum 
production and exports. With crude oil production averaging 
2.6 million barrels per day (bpd) during the first half of 
1987, Mexico ranks as the world’s fifth largest oil producer. 
Almost half of the oil is refined and consumed domestically, 
leaving an average of 1.34 million bpd for exports during the 
first 6 months of the year. Mexico has the capacity to sustain 
that level of exports while fulfilling domestic demand for 
years to come since proven oil reserves total 48 billion 
barrels, about 7 percent of the world’s proven reserves. Total 
hydrocarbon reserves, which add natural gas to oi], are 
estimated at 70 billion barrels. Furthermore, Petroleos 
Mexicanos (commonly known as PEMEX), the government-owned oil 
monopoly, has identified hundreds of promising structures, 
particularly in the Gulf of Mexico. PEMEX plans to drill more 
than 100 of them over the next 5 years in order to increase its 
level of reserves. 


The recovery of oil prices in 1987 meant that total petroleum 
export earnings rose to $4.2 billion for the first half of the 
year. Preliminary trade figures for the first 9 months of 1987 
show that petroleum exports totaled $6.4 billion, of which $6 
billion was crude oil and the balance was refined products. 


Table 11 
Petroleum Production 


Percent 
Total of 
Crude Crude Hydrocarbon Total 


Production Exports Exports Exports 
(Thousands of barrels/day) (U.S.$ Millions) 


1977 981 202 1,018.7 21.9 
1978 1,209 365 1,037.2 30.3 
1979 1,461 533 3,986.5 44.7 
1980 1,936 828 10,401.9 68.0 
1981 2,312 1,098 14,574.0 75.0 
1982 2,746 1,492 16,594.5 79.0 
1983 2,665 1,537 16,164.9 74.9 
1984 2,685 1,525 16,601.3 69.0 
1985 2,630 1,438 14,606.0 68.0 
1986 2,428 1,290 6,132.0 38.9 
1987% 2,604 1,337 4,211.1 40.6 


*January-June 
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PEMEX survived the drop in world oil prices during 1986 by 
postponing new projects, reducing the number of new wells to 
175, closing several overseas offices, and cutting down the 
number of construction contracts. These actions contributed to 
the 3.8 percent reduction of GDP during 1986. The pace of 
drilling this year has not accelerated as only 43 wells were 
initiated during the first half of the year. However, PEMEX is 
pushing ahead with the construction of another large 
petrochemical plant, the expansion of several refineries, and 
the laying of a second trans-isthmus pipeline to carry crude 
oil to the Pacific coast port and refinery at Salinas Cruz. 
Therefore, the level of equipment purchases by PEMEX is 
expected to reach about $1.3 billion for the year, slightly 
more than in 1986. Almost 80 percent of that amount is 
programmed for local purchases. Most of the $300 million of 
foreign purchases will be spare parts. 


Petrochemical production grew by 1.2 percent during 1986 since 
a greater volume of exports compensated for the drop in 
domestic demand. Total output of petrochemicals is expected to 
grow by an additional 13 percent to 17 million tons in 1987 and 
should account for 2.5 percent of GDP. The government projects 
that exports of secondary petrochemicals, those made from 
feedstocks produced primarily by PEMEX, will reach $670 million 
in 1987, virtually eliminating Mexico’s trade deficit in 
petrochemicals. Since January of this year, the government has 
given permits to private companies to build new petrochemical 
plants costing $700 million. These additional investments are 
expected to increase installed capacity by 2 million tons per 
year and exports by $500 million when the plants begin 
operating 2 or 3 years from now. 


V. GATT and Trade Liberalization 


On August 24, 1986, Mexico became the 92nd member of the 
General Agreement on Tariffs and Trade (GATT). As part of its 
GATT accession process, Mexico agreed to bind tariffs on 373 
products. About 75 percent of these were tariff bindings 
sought by the United States, although in most cases the tariff 
bindings are at rates significantly higher than those currently 
in effect. Mexico also agreed to open import quotas for a 
small number of consumer and intermediate goods. Mexico signed 
the GATT Codes on Standards, Licensing, Customs Valuation, and 
Subsidies on July 21, 1986. 


During 1987 Mexico continued to liberalize its import 
policies. Approximately 95 percent of all tariff items, 
representing about 70 percent of trade by value, are exempt 
from the prior import license requirement. Extensive duty 
reductions were implemented during 1987 as Mexico progressed 
toward the goal of reducing its maximum tariff rate to 30 
percent by November 1, 1988. Mexico has announced it will 


eliminate its remaining official import prices by the end of 
1987. 
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In addition to joining the GATT, under a Bilateral Subsidies 
Understanding with the United States Mexico eliminated its 
remaining subsidies on export financing at the beginning of 
1987. The United States and Mexico continued efforts to 
negotiate a Bilateral Trade and Investment Framework Agreement 
during 1987 in order to establish principles to govern trade 
and investment relations between the two countries. 


VI. Agricultural Situation and Outlook 


Mexico’s 1987 agricultural production is expected to decline 
slightly because of lower yields on about the same planted 
area. Corn, soybeans, and cotton harvests are expected to 
increase in 1987, while wheat, sorghum, and rice production 
will decline. Total grain production is expected to fall 
slightly, while oilseed production will rise about 18 percent. 
The 1988 outlook will likely be influenced by continued high 
cost of credit and uncertainty regarding official guarantee 
producer prices for basic crops. Further shifts to export 
crops such as fruits and vegetables are expected. 


In 1987, cattle numbers increased about 4 percent because 
forage production continued to be abundant. Even so, beef 
output rose only 1 percent because of high levels of feeder 
cattle exports. The Mexican Government encouraged a large 
export quota in an effort to diversify its nonpetroleum 
exports. Swine numbers decreased about 14 percent, while pork 
production was maintained at 1986 levels because of the 
increased slaughter of hogs on farms going out of business. 
The high cost of money and weak demand were the main reasons 
behind these developments. Poultry meat output also decreased 
some 13-14 percent, for the same reasons. 


For January to June 1987, Mexico exported $1.2 billion of 
agricultural products to the United States, which was 
approximately twice the level of U.S. exports to Mexico for the 
same period. The United States remains Mexico’s predominant 
agricultural supplier. Feed grains, oilseeds, vegetable oils, 
livestock and products, and planting seeds make up the bulk of 
Mexico’s purchases. Mexico exports primarily coffee, fresh 
vegetables, fruit, live animals, and animal products to the 
United States. 


VII. Business Opportunities and U.S. Commercial Services in 
Mexico 


By mid-1987, the Mexican economy had begun to show signs of 
recuperation, and the country’s foreign exchange reserves had 
grown dramatically. Import prospects should therefore improve 
during the balance of 1987 and 1988. The government has pro- 
grammed large investments in public sector capital projects, 
notably infrastructure projects (especially housing 
construction), which have already been reviewed and approved by 
international lending institutions. 
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Mexico has been the third largest market for U.S. exports in 
recent years. The country’s population is young: 64 percent of 
all Mexicans are under age 24; 43 percent are under age 14. 

The literacy rate is above 80 percent, making Mexico one of the 
best potential markets in Latin America. Mexico’s demo- 
graphics, along with prospects for economic recovery, make it a 
potentially very attractive market for U.S. exports. The 
leading opportunities as seen by the U.S. and Foreign 
Commercial Service (US&FCS) are as follows: 


1) Oil and Gas Field Machinery and Equipment. Petroleos 
Mexicanos (PEMEX), the Mexican state-owned oil company, is one 
of the largest oil companies in the world. Although recent 
declines in the price of oil have retarded PEMEX’s investment 
and exploration programs, it continues to buy needed 
telecommunications equipment, fire fighting systems, precision 
instruments, pumps, compressors and refrigeration equipment, 
oil well drilling and production equipment, measurement and 
control instruments, pipes, valves and fittings, cranes, and 
chemical products from foreign (primarily U.S.) suppliers. In 
1986, PEMEX imported an estimated $217 million in machinery 
from the United States. This figure is expected to grow to 
$244 million by 1990. 


2) Electric Power Production and Distribution Equipment. The 
Federal Electricity Commission (CFE) is the government-owned 
utility company. It was allocated a capital budget of about 


$6.4 billion for the 1984-1988 period in which it was to 
diversify electricity production through a program which 
included hydro, petroleum, nuclear, coal, and geothermal 
power. Because electricity rates remain subsidized in Mexico 
(despite marked rate increases in the past year), revenues do 
not yet meet costs, and the government has halted all new 
projects. Only plants already under construction will be 
completed. Despite these cutbacks, imports from the United 
States are estimated at $47 million in 1986. Among the most 
needed items are turbo-generators and parts, turbines and 
parts, measurement and control instruments, reactors, 
transportation equipment (aircraft, helicopters, and parts) and 
radio equipment. 


3) Computers, Software, and Peripherals. In 1986, imports of 
computers, software and peripherals from the United States 
totaled about $150 million. This market is expected to grow to 
almost $200 million by 1989. The microcomputer, peripherals, 
and related software sector is enjoying the highest rate of 
growth. 


4) Agricultural Equipment. Mexico imported about $185 million 
in agricultural equipment from the United States in 1986. 
Imports are projected to grow at the rate of 9 percent per year 
through 1989. Leading sales prospects are wheeled tractors 
(over 150 HP), harvesting equipment, foraging/silage/mowing 
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equipment, plowing/cultivating/planting equipment, 
fertilizing/spraying/ dusting equipment, and poultry and dairy 
equipment. 


5) Machine Tools and Metalworking Machinery and Equipment. 

The machine tools market in Mexico is expected to grow at an 
annual rate of about 18 percent, from a total market of $342 
million in 1986 to over $500 million in 1989. U.S. exports, 
currently about $141 million, will grow at about 15 percent per 
annum. Best sales prospects are boring and drilling machines; 
gear cutting and finishing machines; lathes; milling machines; 
metalcutting machines; presses; special dies and tools; 
industrial molds; precision measuring tools; arc welding 
machines; and punching, shearing, bending, and forming machines. 


6) Other Promising Areas. Other areas of interest to American 
firms are ceramics and glass equipment; hotel and restaurant 
equipment; telecommunications equipment; medical equipment, 
instruments, and supplies; and pollution control equipment and 
instrumentation devices. Market profiles on all of the 
above-mentioned sectors are available from the U.S. Department 
of Commerce, its International Trade Administration (ITA) 
district offices, and from the Commercial Section of the U.S. 
Embassy in Mexico City. 


In 1986 leading U.S. nonagricultural exports to Mexico 
included: Chassis parts; electronic tubes (not TV); electrical 
switches; ignition wiring sets, including parts; parts for 
office machines; radiotelegraphics equipment; automotive parts 
(pistons); generators; petrochemical hydrocarbons; chemical 
wood pulp; paper; crude petroleum; agricultural products (corn, 
sunflower, sorghum); fertilizers; plastic resins (polyethylene 
and polypropylene); chemical products; telephonic equipment; 
parts for aircrafts; shovels; compressors; generators; 
elevators; hoists; boxes; bags; and other packaging materials, 
and ignition magnets. 


Eximbank medium-term lines of credit are available for Mexico 
and can be utilized by U.S. exporters. These lines have not 
been fully used in the past because Mexicans prefer longer term 
credits where available and because some private sector 
importers hesitate to contract new dollar debts and the 
associated exchange rate risks. 


The U.S. and Foreign Commercial Service of the International 
Trade Administration was created by the U.S. Congress in 1980 
to provide focused support to U.S. firms wishing to export. In 
Mexico, the US&FCS maintains a staff of five American officers 
and nine Mexicans in the U.S. Embassy, as well as a staff of 
three Americans and 14 Mexicans in the U.S. Trade Center in 
Mexico City. It also maintains one American officer and two 
Mexican staff in each of the consulates in Monterrey and 
Guadalajara. 





Among the services provided by the US&FCS (Mexico) are business 
and investment counseling, a business assistance 
office/information center, market research, assistance in 
locating agents/distributors/representatives and/or joint- 
venture partners. It also provides financial profiles of 
Mexican firms, assistance in resolving trade and investment 
complaints, information on Mexican Government and private 
sector trade opportunities, information on Mexican Government 
policies, trade promotion, assistance in organizing trade 
missions, representation of U.S. business interests before both 
the Mexican and U.S. Governments, and help in organizing trade 
exhibitions on a regular basis. Information on these services 
may be obtained from any of the 49 ITA district offices in 
major cities throughout the United States. 


The U.S. Trade Center, located in the heart of the business and 
financial district in Mexico City, has scheduled the following 
exhibitions for 1988: Machine Tools and Accessories, 
February\9-12; Computers and Peripheral Systems, April\11-14 
(Mexico City), April\20-22 (Monterrey); Advanced Training 
Systems and Educational Equipment, May\17-19; Security, Fire 
Abatement, and Safety Equipment, June\7-9; Computers, Tele- 
communications, and Electronics, August\17-19; and Process 
Control Instruments, September\20-22, 1988. 


For information on any of the above exhibitions, contact the 


Show Promotion Officer, U.S. Trade Center, P.O. Box 3087, 
Laredo, TX 78044-3087, telephone (905) 591-0155. 


The U.S. Travel and Tourism Administration (USTTA) has a staff 
of three American and six Mexican employees in Mexico who 
promote travel to the United States from Mexico and from other 
countries in Latin America. The USTTA holds an annual 
exhibition in February at which travel wholesalers can present 
their packages to the Mexican travel trade. For further 
information, contact the Director, U.S. Travel and Tourism 
Administration, P.O. Box 3087, Laredo, TX 78044-3087, 
telephone (905) 520-2244. 
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